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Entrepreneurs in a number of  retailing sectors have eschewed the creation 
EXECUTIVE <~t" company-owned chains and helve embraced franchising as a prei~'rred 
S U M M A R Y  method.fi~r growing their businesses. There have been two leading reasons 

proposed.[7~r tltis preference. First, that [?anchisees pro vide the linancial cap- 
ital necessa o, for expansion, and second that J?anehisees manage the outlets 
better titan company employees wonhl ~/the unit were company owned, ht- 

terestingly, although many entrepreneur/franchisors cotl~irm the relewmce of  the capital acquisition arglt- 
ment in their decision-making, theoretical analysis has discounted its importance, htstead, researchem 
have focused on the incentives of  employee store-managers to misrepresent their ability and their effort 
as the dominant impetus behind JT"anchising. Misrepresentation by employees as to ahili O, and ff~)tt ins- 
poses costs arid inefficiencies o#l tile entrepreneur's chain. Arguing tttat franchising solves these problems 
by having the stores managed by persons wah claims to the pr~4fits, tltese researchers have, hy and large, 
rejected the capital acquisition argument J~)r .i)'anchising in .fitvor of  this incentive-based rationale. 

Within tltis view, ntulti-unit franchising presents a curious anomaly. Multi-unit franchising, either 
through the incremental expansion by tlte franchisee one unit at a time o r  tltrough the rights to open 
multiple units contained in an area development agreement, creates a collection ~[-ndni-chains within 
the .franchise system. These mini-chains are operated by employee store-managers. O]conrse, they are 
employees o f  the franchisee, but they are employees mmetheless, and as.fi'anehise researche#w have tradi- 
tionally argued regarding the entrepreneur's employees, they will have incentives to nlisrepresent their 
ability and efJTJrt. Moreover, ntulti-unit franchising is uhiquitous. 

I f  nmlti-unit franehising is at odds wittt tlse incentive rationale J?~r D'anchising, and it has a positive 
association with ttte growth of  franchise systems, it nmst he providing the entrepreneur wittt some ottter 
benefit, ht flits stady, we argue that the benefit it provides is access to capitol. Through a study ~{]" ~t.s't- 
.[Tmd.fi'anchise systems, we demonstrate that the more a chain engages in multi-unit t?anchising (i.e., the 
greater the proportion oflmulti-unit franchisees it has), the.fTtster it grows, even JTtster than franchise sys- 
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terns generally. Moreover, we show dmt the level ~ffcommitment franctlisors feel toward continuing to 

fi'anchise is negatively related to the average number o f  units per franchisee attd negative@ related to 
their ability to obtain .financial capiud elsewhere. In other words, although multi-unit franchising helps 
an entreprelleltr grow his or her bits#less t~y provMing increased access to capital, store level incentive 

problems get increasing@ troublesome as fizmchisees get more and more units. It would appear, therefore, 
that capital acquisition is a relevant reason .[br engaging in fi'anchising after all. 

INTRODUCTION 

By most accounts, business format franchising is a large and growing phenomenon in the 
United States and around the world (House of Representatives Committee on Small Busi- 
ness 1990; but see Stanworth 1995). Business format franchisors are typically entrepreneurs 
who begin by operating a single retail outlet or chain and then grow their business by licensing 
the right to clone their retail concepts in other locations. Consequently, it provides a conve- 
nient context in which to examine the relationship between an entrepreneur's growth strat- 
egy and the managcment of geographically dispersed units. Also, because franchise rights 
are typically fixed in terms of units, outlets, or stores, business format franchising provides 
discrete (i.e., unit-based) measures of the franchisee's span of control that become important 
in analyzing the way in which the incentives of store level managers impact the system 
growth rate. 

In this study, we focus on the growth goals of retailing entrepreneurs. In doing so, we 
compare and contrast the two central arguments as to why franchising facilitates that expan- 
sion, the enhanced ability to attract needed capital {the capital acquisition argument), and 
the enhanced ability to manage geographically dispersed units (the incentive argument). We 
then exploit the location-related features of business format franchising to analyze the im- 
pact of multi-unit franchising on system growth and system management. 

In the next section, we discuss the theoretical bases for the capital acquisition and incen- 
tive alignment arguments and relate the use of multi-unit franchising to that underlying ratio- 
nale. Next we discuss the relationship between multi-unit franchising and system growth, 
followed by a discussion of the impact of multi-unit franchising on the franchisor's commit- 
ment to a franchise strategy. Hypotheses are generated and tested using a sample of 152 
fast-food business format franchise systems. We then report and discuss the findings. 

CAPITAL, INCENTIVES, AND MULTI-UNIT FRANCHISING 

Two theories have been proposed to explain the success of franchising as an organizational 
form. The first interprets franchising as a source of capital needed for retail expansion (Oxen- 
feldt and Kelly 1968; Oxenfeldt and Thompson 1968; Ozanne and Hunt 1971; Caves and 
Murphy 1976). The second interprets franchising as a response to agency problems associ- 
ated with tlle geographic dispersion of outlets in a retail chain (Caves and Murphy 1976: 
Rubin 1978: Blair and Kaserman 1982: Mathewson and Winter 1985; Williamson 1985; Brick- 
ley and Dark 1987: Norton 1988a; Lal 1990; Brickley, Dark, and Weisbach 1991; Lafontaine 
1992a: Sen 1993: Shane 1995). Neither is a complete explanation of the phenomenon. Some 
of those who support the capital acquisition argument also acknowledge the agency benefits 
of residual claimancy (e.g., Caves and Murphy 1976). Similarly, as discussed below, capital 
acquisition appears helpful in explaining franchising types not consistent with the standard 
agency argument. 
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Capital Acquisition Argument for Franchising 
Franchising permits the entrepreneur to attract the capital needed for expansion without 
selling shares in the business. Rubin (1978), however, argued that a retailer could attract 
cheaper capital from investors than from franchisees because franchisees bore the greater 
risk that came from owning one unit, whereas investors bore the lesser risk that came from 
holding a diversified interest in many units. Consequently, the real reason for franchising 
was as a solution to incentive problems (but see Lafontaine 1992a). 

Rubin's rejection of the capital acquisition argument relies on the assumption that start- 
up, niche retailers face the real option of attracting capital from public investors who would 
not exert direct influence on the operation of the company. Realistically, once the option 
of bank credit has been exhausted, start-up retailers wishing to expand are left with two 
alternatives: franchising and venture capital. Venture capitalists often demand greater re- 
turns than remote, passive investors. More importantly, however, is the fact that the entre- 
preneur's typical orientation toward independence can make the presence of venture capital- 
ists on the board totally unacceptable. As one such entrepreneur told the authors, the key is 
how to ensure that your strategic vision for the company continues. Even though franchisees 
sometimes are hard to control, operating as a franchisor is easier than trying to control a 
board populated by heavily invested venture capitalists. In terms of Rubin's analysis, there- 
fore, the perceived cost of losing strategic control must be added to the cost of capital coming 
from selling large blocks of stock in the company. Under this scenario, franchising may again 
provide start-up retailers a lower cost of capital than selling shares. 

Empirically, there is evidence that franchisors recognize the importance of capital ac- 
quisition as a basis for franchising (Dant 1995; Lafontaine 1992b). When Lafontaine (1992b) 
asked 130 franchisors why they thought franchising existed, a significantly greater percentage 
indicated that "capital" acquisition was the reason than indicated attraction of "motivated 
people." Dant (1995) also found capital access to be a consistent, prominent rationale for 
adopting the franchising mode of system expansion in all of his three samples, including 
the sample of franchise founders. Capital acquisition arguably remains, therefore, at least 
a contributing factor in the decision to offer franchises. 

Agency Argument for Franchising 
Although the capital acquisition argument remains controversial, the agency argument for 
franchising is well established (Caves and Murphy 1976: Rubin 1978; Blair and Kaserman 
1982; Mathewson and Winter 1985; Williamson 1985: Brickley and Dark 1987: Norton 1988a: 
La11990; Brickley, Dark, and Weisbach 1991; Lafontaine 1992a; Sen 1993: Shane 1995). Un- 
der that argument, individuals will misrepresent information concerning their skills (i.e., ad- 
verse selection) and effort (i.e., moral hazard) when they have an incentive to do so. 

In a growing retail system, limits on the capacity of the entrepreneur to manage the 
business necessitate the hiring of new employees (Norton 1988a). Prospective employees 
have an incentive to misrepresent their skill levels in order to obtain these positions. When 
obtaining information about the prospective employee's ability is costly, adverse selection 
becomes a problem. Offering franchisees claims to the profits rather than wages solves this 
problem, because those who have the highest skill levels will be most likely to want to have 
their compensation determined directly by their own effort (Shane 1995). 

Once hired, if an employee does not bear the full cost of shirking, there is an incentive 
to trade leisure for work (Alchian and Demsetz 1972). To ensure that employees put forth 
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the optimal level of effort, therefore, the employer must monitor behavior (an input control 
mechanism) or provide residual claims to the profits (an output control mechanism) (Bergen, 
Dutta, and Walker 1992). When retail outlets are geographically dispersed, the cost of moni- 
toring the management of those outlets is high (Brickley and Dark 1987). Franchising solves 
the moral hazard problem by placing residual claims in the hands of the managers of the 
outlets, i.e.. the franchisees (Jensen 1983). 

Multi-Unit Franchising 
Although agency theory offers compelling reasons for franchising, multi-unit franchising re- 
mains a curious anomaly. Multi-unit franchising is unlike prototypical single-unit franchising 
in that franchisees own, operate, or control more than one outlet or franchise. The modal 
basis for multi-unit franchising is the incremental growth of existing franchisees. Single-unit 
franchisees in successful systems typically seek additional units in order to grow their busi- 
nesses, and qualification for expansion most often is based on the performance of existing 
units. This form of multi-unit franchising is sometimes referred to as incremental or sequen- 
tial expansion and is distinguished from master franchising in which a franchisee is granted 
the rights to multiple units from the outset (Kaufmann 1992). One familiar form of master 
franchising, the area development agreement, entitles (and obligates) the master franchisee 
to open and operate multiple outlets under a prespecified schedule. Individual outlets, in 
turn, are managed by employees of the area developer and present the same incentive prob- 
lems that are observed in franchisor-owned stores managed by the franchisor's employees. 

It is important to note that the examples used to describe the agency benefits of franchis- 
ing are uniformly couched in terms of the local management of single-unit operations. Caves 
and Murphy (1976) refer to the "on-the-spot proprietor": Rubin (1978) refers to the franchi- 
see as the "store manager." Norton (1988a) refers to the "'local manager investing in the 
local outlet," as the "owner-manager" (Norton 1988b). Brickley and Dark (1987) and Brick- 
ley, Dark, and Weisbach (1991) use agency arguments to analyze the "optimal ownership 
of individual units. ''~ Throughout the literature, the franchisee is implicitly or explicitly as- 
sumed to be an owner-operator, managing the day to day operation of an outlet situated 
far from the direct control of the franchisor/entrepreneur. If the store manager does not 
put forth the optimal level of effort, there is immediate impact on the operation of the busi- 
ness. The unit level is where shirking is most problematic and most likely to occur and, thanks 
to franchising, where it does not. Or so the argument goes. 

The problem with this analysis is that systems based on single-unit owner-operation 
are rare. For example, in the study reported here, 88% of the franchisor's surveyed had multi- 
unit franchisees within their systems. Kaufmann (1995) reports that in one of the leading 
quick service Mexican restaurants, 83% of the new restaurants in 1994 were opened by ex- 
isting franchisees. In the McDonald's system from 1980 to 1990, 61.5 % of all new restaurants 
were opened by existing franchisees (Kaufmann and Lafontaine 1994). In his study of five 
fast-food franchise systems, Bradach (1995) reports the average number of units per franchi- 
see ranged from 2.7 to 22. Even the chain that averaged 2.7 units per franchisee had individual 
franchisees with as many as 30 units. Finally, Baucus et al. (1996) found that surveyed fast- 
food franchisees held an average of 4.6 units each. It is clear that the typical location-based 
franchise system (of which the fast-food franchises is the prime and modal example) is popu- 

Both Rubin (1978) and Brickley and Dark (1988) make reference to the issue of multiple-unit owner- 
ship but do not directly address the incentive implications of that phenomenon. 
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lated with multi-unit franchisees. Even if we assume that franchising has aligned the incen- 
tives of these multi-unit franchisees perfectly with the franchisor, the problem remains that 
these franchisees have hired employees of their own to manage the outlets. The franchisees' 
employee managers present the same adverse selection and moral hazard problems to the 
franchisee that the franchise arrangement was designed to solve for the franchisor. 

To make matters worse, a large number of systems use master franchising agreements 
such as area development contracts. In one recent cross-industry study, over half of the re- 
spondent franchisors engaged in some form of master franchising (e.g., area development, 
subfranchising, area representation) (Kaufmann and Kim 1995), and in the study reported 
here of the fast-food industry, 45% of the franchisors had entered into area development 
contracts with at least some of their franchisees. If shirking is most problematic at the unit 
level and multi-unit (and master) franchising do not control it, why are these forms such 
a familiar phenomenon? 

One possible explanation is that multi-unit franchising may reflect an efficient combina- 
tion of input and output controls. All else equal, monitoring is the preferred method of con- 
trolling an agent's behavior because it addresses both suboptimal and misdirected effort, 
whereas residual claimancy only serves to control suboptimal effort (see Shane 1995). In 
the case of widely dispersed outlets, therefore, output controls, such as the residual claimancy 
rights in franchising agreements, are used to control agents only when input controls, such 
as monitoring, are too costly (Brickley and Dark 1987: Brickley, Dark, and Weisbach 1991: 
Bergen, Dutta, and Walker 1992). 

In most retail chains, there are numbers or clusters of units for which monitoring is the 
more efficient method of controlling agents. In other words, there is a finite number of outlets 
that can be efficiently monitored, and there is some level of geographic proximity of retail 
locations that permits efficient monitoring (Brickley and Dark 1987). The ability of firms 
to effectively monitor at least some units is evidenced by the prevalence of dual distribution, 
i.e., the coexistence of franchised and company-owned outlets within the same system (La- 
fontaine and Kaufmann 1994). When the system expands to a point where the entrepreneur's 
span of control is stretched beyond the numbers or proximity of units that can be efficiently 
monitored, subsequent units are franchised. 

Some systems seem to manage consciously this balance of monitoring and residual 
claimancy. McDonald's tightly controls the extent of expansion of their franchisees, limiting 
the number of units and requiring that all units held by one franchisee be in close proximity 
to one another (Kaufmann and Lafontaine 1994). Presumably, this ensures the efficient com- 
bination of input and output controls necessary to align the behavior of the store level man- 
ager with the goals of the franchisee and ultimately with those of the franchisor. 

In many cases of multi-unit franchising, however, it is difficult to identify purposefully 
designed combinations of input and output controls. Unfettered franchisee expansion pro- 
duces wide spans of control (in some cases reaching into the hundreds), too wide to assume 
that franchisee monitoring can efficiently solve store level incentive problems. In those cases, 
franchisee holdings take on all of the trappings of company-owned chains. The only reason- 
able explanation for these franchised mini-chains is the access to capital that they afford. 

The most obvious example of a mechanism designed for the acquisition of large 
amounts of committed capital rather than to address incentive problems is the area develop- 
ment agreement. In Pizza Hut, area development agreements extend across entire states 
and in some cases encompass hundreds of outlets (Kaufmann 1988). Many of the franchisees 
use the same multi-level field force structures that the franchisor uses for its extensive chain 
of company-owned restaurants. Under these circumstances, it is hard to see how franchising 
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provides a better solution to store level incentive problems than can be accomplished with 
company ownership. In fact, the similarity between franchisee operations and their own may 
serve to explain why Pizza Hut gradually extended the company-owned side of its business 
both in the United States and abroad. In a recent interview with industry analysts however, 
Wayne Calloway, the Chairman of Pizza Hut's parent company Pepsico, announced that 
in order to free more capital the company may engage in more franchising abroad and reduce 
its proportion of company-owned outlets to 40% worldwide (Rudnitsky 1995). Obviously, 
there are important monitoring and control issues applicable to international franchising 
that impact that decision: however, the reason given by Pepsico focused on capital. It would 
appear that agency arguments do not do particularly well in explaining area development 
franchising and that even for large companies, capital acquisition (or retention) may be the 
primary reason for this form of multi-unit franchising. 

MULTI-UNIT FRANCHISING A N D  G R O W T H  

Norton (1988) proposed that systems use franchising as a growth strategy to overcome the 
entrepreneurial capacity problem. He argued that franchising provides needed expertise in 
the form of store managers while reducing the problems of adverse selection and moral haz- 
ard. The faster a firm grows, the greater the adverse selection problem becomes due to the 
increasing lack of information about prospective employees (Faith et al. 1984). Using a fran- 
chise strategy for growth allows the entrepreneur's business to grow faster because it solves 
both the employee selection problems and ongoing agency problems that restrict growth. 
Consequently, the greater the firm's involvement with franchising, i.e., the greater the pro- 
portion of franchised outlets in the system, the greater the growth rate. 

In an empirical study of start-up franchises using secondary data, Shane (1995) found 
that an emphasis on a "franchising strategy" did increase the systems growth rate. There 
is no reason to believe that such an effect on growth should be limited to start-up franchise 
systems. This provides us an opportunity to ground our hypotheses in a demonstrated set 
of relationships. In other words, to provide a nomological net for the propositions contained 
in this study, we replicate Shane's study in the current primary data set. We expect the same 
findings. 

HI: The greater the emphasis on franchising, the greater the system's growth rate. 

When examining franchising's effect on growth, in general, adverse selection and moral haz- 
ard arguments converge. In the specific case of multi-unit franchising, however, they lead 
to somewhat different conclusions. To the extent that franchising's effect on growth is due 
to reducing moral hazard, anything that diminishes the effectiveness of franchising as a solu- 
tion to ongoing shirking problems should mediate the effect. We have argued above that 
multi-unit franchising impairs the alignment of incentives between franchisor and store level 
management. Multi-unit franchising, therefore, should retard growth when compared with 
systems that use only single-unit franchising. On the other hand, to the extent that franchis- 
ing's effect on growth is associated with reducing adverse selection, at least one form of multi- 
unit franchising should enhance that effect. 

In the case of incremental or sequential multi-unit franchising (i.e., where additional 
franchises are granted on a merit basis to franchisees who already hold one or more fran- 
chise), increases in growth rates come from the reduction in recruiting, screening, and train- 
ing time. Current franchisees have proven themselves to have the requisite skills, and expan- 
sion in this way reduces adverse selection. In franchise systems using area development 
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FIGURE 1 Impact of franchising forms on impediments to growth. Notes: Financial capital 
constraints, adverse selection and moral hazard all act to impede the system growth rate ( - ) .  
The various franchising forms act to alleviate ( - )  or to magnify (+) those impediments to growth. 

agreements, however, entire territories are licensed from the outset. Recruiting, screening, 
and training economies are present, but because all units are committed from the outset, 
there is no ability to directly observe the franchisee's skills ex ante. Adverse selection in 
this context is still problematic (Kaufmann 1992). Although single-unit franchising solves 
the adverse selection and moral hazard problems that retard growth, therefore, multi-unit 
franchising makes the argument significantly more complicated (see Figure 1). 

Although from an agency theory perspective, multi-unit franchising may have detri- 
mental effects on growth, from the perspective of capital acquisition, its impact is positive. 
Multi-unit operation provides potential synergies to franchisees. Subsequent units make ini- 
tial units more profitable. Similarly, because of increased information, franchisees familiar 
with the system will not discount the expected returns of subsequent units as severely as 
prospective first-time franchisees. Franchisees anticipating expansion, therefore, should ac- 
cept lower returns than they might otherwise demand. Consequently, the increased access 
to capital should allow multi-unit systems to grow faster. 

Similarly, area development allows the entrepreneur access to large blocks of funds 
without resorting to venture capital. The growth impact of this increased access to capital 
may balance or even overcome the agency problems associated with area development. 
Kaufmann and Kim (1995) found a positive relationship between compounded annual 
growth rate (CAGR)  and the use of master franchising. It should be noted that in their study, 
master franchising was operationalized to include subfranchising and area representation 
in addition to area development agreements. 
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In summary, multi-unit franchising should provide greater access to capital, but a dimin- 
ished ability to control for moral hazard. In the specific case of incremental multi-unit fran- 
chising, there may be an enhancement of the firm's ability to control adverse selection, but 
that effect should not be found with area development agreements. In incremental multi- 
unit franchising where there is a positive capital acquisition effect and the agency effects (i.e., 
moral hazard and adverse selection) are in opposition to one another, the systems should 
experience higher growth rates. In area development franchising, although a positive effect 
on growth would be expected from an increased access to capital, the net agency considera- 
tions should act to suppress or overcome that positive impact on growth. Thus, 

H2: The greater the proportion of franchisees holding multiple units, the greater 
the system growth rate. 

H3: The greater the proportion of multi-unit franchisees operating under area devel- 
opment contracts, the lower the system growth rate. 

MULTI-UNIT FRANCHISING A N D  COMMITMENT TO A 
FRANCHISE STRATEGY 

Although franchising has been associated with growth (Shane 1995), commitment to that 
strategy over time will be dependent on operational factors as well (Oxenfeldt and Kelly 
1968). As discussed above, franchisees receive a claim to the profits of the outlet as an incen- 
tive to avoid shirking and perquisite taking (Caves and Murphy 1976: Rubin 1978: Mathew- 
son and Winter 1985; Brickley and Dark 1987: Norton 1988: Lafontaine 1992a; Sen 1993). 
By sharing in the revenues of the franchisees, the franchisor's success is aligned with the 
franchisee's success. In this way, franchising also creates incentives that ensure the continu- 
ing effort of the franchisor in managing the system (Rubin 1978; Muffs 1981; Blair and Kaser- 
man 1982; Mathewson and Winter 1985: Lal 1990: Bhattacharyya and Lafontaine 1992). 

Revenue sharing in the form of royalties embodies the efficiency of franchising, an effi- 
ciency derived from delivering the scale economies of a large chain while at the same time 
solving the agency problems that such size occasions. When operating correctly, franchising 
is a very efficient operating format, and the result is a mutual dependency and commitment 
to the ongoing relationship (Pfeffer and Salancik 1978). This operating dependency, together 
with the dependency created by the provision of needed capital, is the glue that holds the 
franchise system together. In other words, a continuing commitment to a growth strategy 
that is based on franchising is derived from these two benefits--ongoing royalties and capi- 
tal availability. 

It should be remembered, however, that as systems mature, the relative attractiveness of 
franchisee royalties to the profits from franchisor-operated outlets results from the efficient 
solution that franchising brings to the ongoing problems of moral hazard at the store level. 
It has been argued above that this ongoing solution is based on the residual claimancy rights 
of the franchisee. If the system is organized in such a manner so as to diminish the impact 
of these output controls at the level of store management,  the problem of moral hazard will 
not be solved efficiently by franchising and the franchisor's commitment such a strategy will 
be diminished. As mentioned previously, this is precisely the effect as franchisees grow large, 
obtain more and more units, and hire employees to run them. 

Consequently, the ongoing commitment of the franchisor to franchising, rather than 
company ownership and operation, should reflect: (1) the system's need for financial capital 
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(Oxenfeldt and Kelly 1968), and (2) the proximity of the system's configuration to the proto- 
typical single-unit model of franchising. Thus, 

H4: The greater the number of units per franchisee, the less commitment the franchi- 
sor has to a strategy of franchising. 

H5: The greater the ability of the franchisor to attract financial capital elsewhere, 
the less commitment the franchisor has to a strategy of franchising. 

M E T H O D  A N D  RESULTS 

Sampling and Measurement Details 

The data for the current study were collected in a national mail survey of the franchised 
fast-food restaurant industry, a franchise channel frequently utilized in investigations of fran- 
chising issues, because it displays considerable diversity in ownership patterns and other be- 
havioral and governance dimensions (Dant and Schul 1992). The sampling frame was devel- 
oped using the 1991 Info Franchise Directory (Dickson 1991). Franchise systems that did 
not exist before 1986 were screened, because our study was focused on the 1986-1991 period, 
yielding an effective sampling frame of 675 franchise systems. 

After a pretest involving 50 franchises, the questionnaire was mailed to the remaining 
625 franchisors. A total of 156 questionnaires were returned by the franchisor respondents, 
of which 152 were sufficiently complete to utilize for analysis purposes. Eighty-four question- 
naires were returned as undeliverable, or because the prospective respondents no longer 
considered themselves as franchisors; in addition, four refusals were also encountered. Con- 
sequently, based on the guidelines developed by the Council of American Survey Research 
Organizations (CASRO), a final response rate of 28.1% was realized [152/(625-84)] (cf. 
Churchill 1995, pp. 662-664). 

The questionnaire asked the franchisor respondents to provide estimates of sales, 
growth, resource availability, and ownership characteristics as relevant to their specific sys- 
tems. Whenever pertinent, analogous data were obtained for 1991 and 1986. In addition, 
several types of classification and background information were also collected. On an aver- 
age, responding franchisors had commenced their operations in 1966 and sold their first fran- 
chise in 1974; their average initial franchise fee was approximately $22,350.00, and the total 
start-up investment requirement was $326,963.00. Typically the franchisors extracted an av- 
erage of 4.4% ongoing royalty from their franchisees. As regards ownership patterns, on 
the average, approximately 70% of units were franchisee operated, whereas the remainder 
30 % were company-owned outlets; also, the average franchise system comprised of approxi- 
mately 200 outlets. 

Because our sampling frame was drawn from the 1991 Info Franchise Directorv. we 
were able to compare the respondents' profile with that of the nonrespondents on the above 
eight attributes. Data revealed that, on average, nonrespondents had established their busi- 
ness in 1967, sold their first franchise in 1974, required an initial franchise fee of $20,901, 
a total start-up investment of $284,081, and extracted an ongoing royalty of 4.29% from their 
franchisees. Further, the average system size of the nonresponding franchisors was 127 units, 
of which 71% of the units were franchisee operated, and the remaining 29% were company 
owned and operated. A series of t-test results indicated that the respondents did not statisti- 
cally differ from the nonrespondents on any of the above attributes at a significance level 
of .05. 
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Other evidence also suggests that the study sample is fairly representative of the fast- 
food franchise industry in the United States. For instance, Dant and Schul (1992, p. 43) peg 
the industry-wide franchisee ownership of fast-food outlets to 73.3%. Similarly, Stern and 
E1-Ansary (1992) estimate the mean initial franchise fee to be about $21,000.00, and the 
modal royalty fee to be about 5% (see Dant and Berger 1996 for additional details). As 
another check of data quality, we compared measures obtained through questionnaire with 
those available from the 1991 Info Franchise Directory database when they overlapped. Four 
measures were common to both data bases: (1) the year that the franchisors had sold their 
first franchise, (2) total number of units in the systems, (3) the percent of units that were 
company owned/operated, and (4) the percent of units that were franchisee owned/operated. 
T-tests revealed that none of the compared differences were statistically significant, pointing 
to a welcome convergence of information supplied from two very different sources of data 
and bolstering our confidence in the convergent validity of our measures. 

Forty-seven percent of the questionnaires were completed by presidents, CEOs, or 
founders of the systems: followed by vice presidents or directors of franchising (45%); and 
the remaining 8% respondents had organizational designations like operations officer. Strict 
guarantees of individual anonymity were extended to prospective respondents, who were, 
however, encouraged to request for a copy of the survey results by writing in their addresses 
or enclosing their business cards. The net effect of the latter was that all responding franchi- 
sors voluntarily identified themselves in the questionnaire, and almost 90% requested copies 
of survey results. However, no other incentives were offered to prospective respondents for 
participating in the survey. 

The primary inferential procedure employed for hypothesis testing was multivariate 
regression analysis. However, because 12% of the systems in our data base did not have 
any multi-unit franchisees, we first checked for the distributional properties of this attribute 
before mounting inferential tests. We were especially concerned since the incidence of multi- 
unit franchisees is the pivotal theoretical variable of the present study. Specifically, this as- 
sessment was carried out by subjecting the skewness of the sample distribution of multi-unit 
franchisees variable (Appendix) to Fisher's cumulant test for normality. Fortunately, the 
coefficient U1 = 1.17 was less than the critical z-value of 1.96, indicating absence of any 
statistically significant departure from the normality assumptions (c.f., Kanji 1994, pp. 42- 
44). As described in the Appendix, the operationalization of our constructs required a combi- 
nation of direct and perceptual measures. Where feasible, we attempted to collect informa- 
tion utilizing direct measures; however, the constructs of franchisor commitment and 
perceptions of financial capital constraints did not lend themselves to such a measurement 
approach, and were tapped by self-report Likert-type scales (see Appendix for details). 
Franchisor commitment was measured in the spirit of a latent construct by three scales for 
reasons of domain representation (cf. Churchill 1995, pp. 543-545), and yielded a Cronbach's 
reliability coefficient of oL =.69. Finally, the CAGR index was log transformed before statisti- 
cal analyses to ensure appropriate distributional properties. 

Statistical Findings 
In H2 we posited a direct and positive relationship between multi-unit franchising and system 
growth rate; on the other hand, in H3, we predicted a negative relationship between multi- 
unit franchising under the area development contracts and system growth rate. In the spirit 
of building from a base of an empirically validated nomological net, we framed our empirical 
questions in the context of a recent model for franchising growth proposed by Shane (1995). 



TABLE 1 

M U L T I - U N I T  F R A N C H I S I N G  3 5 3  

Regression Results: Predictors of Compounded Annual Growth Rate--Replication 
of Shane (1995) 

Dependen t  variable Compounded  Annua l  Growth Rate 
Adjusted R 2 0.488 
F 14.35 (p = 0.0000)(dr = 6,78) 

Independent  variable 93 t p 

Ownership strategy (ratio) 0.548 6.95 0.000 
Company  units 1986 (units) -0 .060 -0 .72  0.473 
Franchise fees ($) 0.490 5.76 0.000 
Advertising fees (%) 0.113 1.43 0.156 
Total investment  ($) -0 .039 -0 .48  0.647 
Age (years) 0.026 0.33 0.740 

(Constant:  B instead of 93) 4.763 57.92 0.000 

See Appendix for complete measurement details. 
Listwise case deletion approach has been utilized for handling missing data. 

This empirical base, then, is reflected in H1. Shane argues that franchising growth is a func- 
tion of ownership strategy (i.e., the extent to which franchised units are the preferred method 
of expansion) and the number of company units existing when the company started franchis- 
ing. In testing these hypotheses, he controlled for variances due to differences in franchise 
fees, advertising fees, total investment required from prospective franchisees, the number 
of years a system has been franchising (or franchising age), and the industry growth rate. 
Before introducing the hypotheses of interest (H2 and H3), therefore, we seek to replicate 
Shane's findings by testing H1 while controlling for the same variables (Table 1). It should 
be noted that because our data are collected from one industry (i.e., fast food), the industry 
growth rate is a constant, and therefore is excluded from the regression. 

As Table 1 indicates, the significant regression model yielded a n  R 2 of 0.49, and was 
supportive of H1 in that ownership strategy emphasizing franchising was positively related 
to system growth ([3 = 0.548, p = .000). Additionally, one of the control variables, franchise 
fees, was found to be positively related to growth ([3 = 0.49, p = .000). None of the other 
variables were found to exert any significant influence on system growth rate. Although 
Shane found some indication of a positive relationship between growth rate and the number 
of company-owned outlets at the time the system began franchising, his finding was not ro- 
bust across the 10 years examined in his study. In this study, the number of company-owned 
outlets operating when the firm began franchising was approximated as the number of units 
operating in 1986. Our number of compan- owned outlets variable was not significantly re- 
lated to growth over the following five years. In sum, our test of H1 provides a substantial 
empirical basis on which to extend the extant nomological net to include the role of multi- 
unit franchising on growth. 

The findings related to our second and third hypotheses are presented in Table 2. Recall 
that these hypotheses propose links between multi-unit and area franchising as additional 
predictors of system growth. Table 2 also reports a significant regression model (F(,~f ~,~)  = 

11.09,p = .000) with R 2 = 0.512, and shows a positive direct link between multi-unit franchis- 
ing and system growth ([3 = 0.219,p = .019). Consequently, H2 was also supported. However, 
the negative relationship hypothesized between an area development approach to multi- 
unit franchising and system growth rate (H3) yielded a nonsignificant [3, and was not sup- 
ported. Two other Table 2 patterns are noteworthy. Foremost, the variables found to be 
significant in Table 1 (i.e., ownership strategy and franchise fees) continue to be significant 
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T A B L E  2 R e g r e s s i o n  Resul ts :  Inf luence  of  Mul t i -Uni t  and A r e a  F ranch i ses  on  C o m p o u n d e d  
A n n u a l  G r o w t h  Ra te  

Dependent variable Compounded Annual Growth Rate 
Adjusted R -~ 0.512 
F 11.09 (p = 0.0000)(a'f = 8,69) 

Independent variable 13 t p 

Ownership strategy (ratio) 0.551 6.83 0.000 
Company units 1986 (units) -0.136 - 1.50 0.138 
Franchise fees ($) 0.531 5.99 0.000 
Advertising fees (%) 0.095 1.17 0.246 
Total investment ($) 0.111 - 1.14 0.258 
Age (years) 0.034 0.42 0.671 
Multi-unit franchisees (%) 0.219 2.39 0.019 
Francisees with area 

development agreements (%) 0.019 0.22 0.830 

(Constant: B instead of B) 4.612 41.96 0.000 

See A p p e n d i x  for complete measurement details. 
Listwise case deletion approach has been utilized for handling missing data. 
The above model represents a statistically significant improvement over the model presented in Table 1 (F,,¢¢ v,,,, = 

3.33 for incremental change in R2: p < .05). This was evaluated using formulae proposed by Cohen and Cohen (1983, pp. 
145-151) for testing the significance of incremental model fit. 

in Table 2 as well, suggesting that a multi-unit franchising strategy is a complementary source 
of system growth. Equally important though, the model reported in Table 2 represents a 
statistically significant improvement over the Table 1 model devoid of the multi-unit fran- 
chising variable (F~jf 2.69~ = 3.33 for incremental change in R2: p < .05) (Cohen and Cohen 
1983), underscoring the significance of including the degree to which a system engages in 
multi-unit franchising in explanations of franchise system growth rates. In other words, the 
impact of multi-unit franchising on growth is different from, and in addition to, the impact 
of franchising itself. Such an effect is not conveniently explained without recourse to the 
capital acquisition argument. 

The assessment of H4 and H5 is presented in Table 3. Recall that H4 postulates a nega- 
tive link between franchisee size (i.e., the number of units per franchisee) and franchisor 
commitment to a strategy of franchising, whereas H5 specifies a negative impact of financial 
capital availability from nonfranchising sources and franchisor commitment to franchising. 
Table 3 results show that both H4 and H5 were empirically supported by our data. The resul- 
tant regression was statistically significant (p = .003) although the R 2 = 0.08 was quite low 

T A B L E  3 R e g r e s s i o n  Resul ts :  I m p a c t  of  F ranch i see  Size and Financia l  Cons t r a in t s  on  Franch i -  
sor  C o m m i t m e n t  

Dependent variable Franchisor commitment 
Adjusted R 2 0,077 
F 6.16 (p = 0.003)(dr = 2,121) 

Independent variable B t p 

Franchisee size (units) -0.169 -1.96 0.053 
Financial capital constraint -0.258 -2.98 0.004 

(Constant: B instead of B) 5.129 16.67 0.000 

See A p p e n d i x  for complete measurement details. 
Listwise case deletion approach has been utilized for handling missing data. 
Financial capital constraint variable coded as lack of a financial constraint, note appendix. 
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relative to the growth related models (Tables 1 and 2). Consequently, the results related 
to H4 and H5 should be interpreted cautiously until verification of these effects is obtained 
from future empirical replications. Nonetheless, [3s related to both H4 and H5 were negative 
as predicted and statistically significant. 

DISCUSSION 

Multi-unit franchising is the modal form of franchising, and most systems have both fran- 
chised and company-owned units. The image of franchising as a system of morn and pop 
single-unit proprietorships is no longer the case, if it ever was. Why then does franchising 
theory continue to reflect this assumption? The reason is that once we move away from the 
stylized single-unit, fully franchised model, the analysis gets complicated very quickly. 

A growing body of theoretical and empirical evidence has cast doubt on Oxenfeldt and 
Kelly's (1968) suggestion that all but marginal outlets ultimately will be company owned 
(Brickley and Dark 1987; Brickley, Dark, and Weisbach 1991; Dant, Kaufmann, and Paswan 
1992; Lafontaine and Kaufmann 1994). The prevalence of multi-unit franchising in general, 
and area development in particular, however, seems to require a reappraisal of Oxenfeldt 
and Kelly's capital acquisition argument. In arguing that portfolio theory belies the capital 
acquisition argument for franchising, Rubin (1978) was left with agency reasons for the exis- 
tence of franchising. If the ubiquitous large multi-unit and area development franchisees 
don't solve the agency problems, what are we left with? 

In this study, we have found that the use of multi-unit franchising is positively related 
to growth rates, and that it contributes to the firm's overall franchising strategy in explaining 
that growth. We have argued that such an effect would be less likely if there were no capital 
acquisition reason for its use. The fact that area development, a form that has no apparent 
salutary agency effects, is not significantly associated with a decrease in growth rate may 
also attest to the capital acquisition rationale for that particular form of franchising. More- 
over, the negative relationship between the size of franchisees and lack of capital constraints 
and commitment to franchising is consistent with the idea that agency and capital reasons 
are working in concert to explain franchising. In other words, retailing entrepreneurs may 
well be seeking to solve both incentives and capital acquisition problems when turning to 
franchising as a growth strategy. 

One caveat is important at this juncture. The data for this study were drawn entirely 
from the fast-food industry. To the extent that sector has peculiar site-related issues that 
may not be present in other sectors, generalization to all franchise relationships may be prob- 
lematic. Nevertheless, because fast food reflects the most populous franchising segment by 
far, these findings may be important in and of themselves. 

In addition to providing a better understanding of entrepreneurial growth strategies, 
the findings in this study may have public policy implications. Few theorists doubt that incen- 
tives play a major role in franchising. It seems clear also that many franchisors believe that 
franchising provides greater access to capital. This may be due to incentives factors (Lafon- 
taine 1992a) or to the entrepreneur's desire for strategic independence, as suggested here. 
However, there is another, more disturbing possibility for the preference for franchising over 
the selling of shares. It questions the efficiency of the market for franchises. If prospective 
franchisees are less able to analyze the risks involved in business concepts than experienced 
investors (or if hiring the expertise is costly), there may be asymmetric information explana- 
tions for using franchising to acquire capital. Government intervention in the area of fran- 
chise disclosure and continuing legislative interest indicate some concern that franchisees 
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may be misled. Interestingly,  the asymmetric  argument  does not seem as well equipped to 
explain the prevalence of area deve lopment  agreements.  Typically, area developers  are more  
sophist icated business people,  more likely to have the required expert ise to analyze risk. 

Theory  that is based on the convenient  fiction of single-unit fully franchised chains will 
not answer all of the complexity surrounding modern  franchising. Multi-unit  franchising (in 
all its forms) must be incorpora ted  into franchise theory just as dual  distr ibution has been. 
In a recent article, McAfee  and McMillan (1995) have examined the costs that private infor- 
mat ion place on multi-level hierarchies. It remains for franchising theorists to apply this type 
of insight to hybrid mixtures of company-owned outlets,  sequential  multi-unit  franchisees 
and area deve lopment  agreements.  
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APPENDIX 
Measures 

Compounded Annual Growth Rate 
log n {(total outlets in 1991) - -  (total outlets in 1986) + 120} 

A constant 120 was added to all cases before natural log transform so that the argument 
for  the natural log function did not become less than or equal to zero. Conceptually, the 
latter can occur if the franchise system size decreased between the years 1986 and 1991, 
or if no growth in outlets' occurred between these years. 

Ownership Strategy 
Ratio of  franchisee-operated units to company-owned units in the system. 

Company Units 1986 
The number of company owned units operated by the franchisor in 1986. 

Franchise Fees 
Initial fees paid by franchisees to their franchisors at the time of being inducted into the 
system. 

Advertising Fees 
Percent of gross sales paid by franchisees to their franchisors toward ongoing advertising 
expenditures incurred in the system. 

Total Investment 
Total sum of  money that new franchisees required at the time of  initial induction into 
the system, 

Age 
The number of elapsed years between when the system was first established and the time 
the first unit was sold to a franchisee by the franchisor. 

Multi-Unit Franchisees 
Percent of  franchisees that owned more than one franchised outlet. 

Franchisees with Area Development Agreements 
Percent of multi-unit franchisees that operated under area development agreements. 

Franchisee Size 
Average number of units owned by the multi-unit franchisees. 

Financial Capital Constraint 
We have adequate access to funds to start new outlets on our own without relying on po- 
tential franchisees for financing. 

Anchored with 7-point Likert-type strongly disagree to strongly agree scales with a defined 
neutral response catego~'. 

Franchisor Committment  to Franchising 
Summative composite index based on three Likert-type scales: 

1. We have too f ew  options available to us to consider anything other than our present 
franchise system. 

2. To discontinue our franchise system of  distribution would require considerable sacrifice 
for  our company right now. 

3. Out" operation would be disrupted too much right now if we decided to discontinue 
our franchise system of  distribution. 

All three scales were supplied with 7-point strongly disagree or strongly agree anchors 
with defined neutral response category. Cronbach's coefficient c~ for  the scales was O. 69. 


